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Alternative Mortgages: Causes and Policy Implications 
of Troubled Mortgage Resets in the Subprime and 

Alt-A Markets 



Summary 

Borrowers who used alternative mortgages to finance homes during the housing 
boom have experienced rising foreclosure rates as housing markets have declined. 
Some types of alternative mortgages may have exacerbated price declines and 
damaged the finances of consumers and lenders. The use of mortgages with 
adjustable rates, zero down payment, interest-only, or negative amortization features 
raise economic risk compared to traditional mortgages. Because some borrowers and 
lenders did not adequately evaluate these risks, housing finance markets have been 
hit with significant losses and financial markets have been in turmoil. Policymakers 
have responded with a housing rescue package (H.R. 3221 / P.L. 110-289). They 
have also authorized the Department of Treasury to institute a Troubles Asset Relief 
Program (TARP) to buy bad debts from banks (H.R. 1424 / P.L. 1 10-343). 

Alternative mortgages offer some combination of adjustable rates, extremely 
low down payments, negative amortization, and optional monthly payments. The 
prudent use of alternative mortgages offers benefits. For example, during periods of 
exceptionally high interest rates, adjustable rates may suit consumers expecting rates 
to fall. People whose incomes depend on commission or bonuses may be attracted 
to mortgages with flexible monthly payments. 

These benefits come with potential costs for the borrower and for the financial 
system. Adjustable rates shift the risk of rising interest rates from banks to borrowers. 
Low down payments increase the risk that borrowers will owe more than their house 
is worth if prices fall. A borrower owing more than the house is worth may be unable 
to sell or refinance the house. The use of alternative mortgages in these areas may 
have contributed to rising defaults and more volatile home prices. More than a 
trillion dollars of mortgages originated during the boom will reset their monthly 
payments by 2009. 

U sing its authority under the Truth in Lending Act (TILA) and Regulation Z, the 
Federal Reserve issued on July 14, 2008, new rules for mortgage origination. These 
rules apply to banks and to non-bank lenders. These rules would put some 
restrictions on the use of prepayment penalties for mortgages with introductory 
periods and requires disclosures for mortgages with adjustable rates. The House of 
Representatives passed a bill to provide additional rules for underwriting practices 
of alternative mortgages (H.R. 3221) but a similar bill has not as yet passed the 
Senate. 

This report describes alternative mortgages, summarizes recent regulatory 
actions, and provides an estimate of the geographic concentration of interest rate risk 
and negative appreciation risk. It will be updated if market developments warrant. 
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Alternative Mortgages: Causes and Policy 
Implications of Troubled Mortgage Resets in 
the Subprime and Alt-A Markets 



Background 

More than a trillion dollars of mortgages will have payment resets in 2007- 
2009. 1 A newspaper account of one resident of Garden Grove, California, illustrates 
the problem. His monthly mortgage payment doubled and he learned that he owes 
more than his house is worth because prices of neighboring houses fell by $ 140,000. 2 
It will be a struggle to maintain the higher payments on his resetting mortgage and 
it is difficult to refinance while he is upside down. 2 The Federal Reserve issued new 
rules pursuant to the Truth in Lending Act (TILA) to help potential home buyers 
understand the risks in alternative mortgages and to ensure that lenders follow safe 
and sound practices. Unlike a regulatory guidance, Regulation Z applies to banks 
and to non-bank lenders that operate in the subprime and Alt-A mortgage sectors. 4 
Mortgage delinquencies and foreclosures are rising and the prospect of coming 
mortgage resets in declining housing markets suggests that defaults will rise even 
higher. 

Alternative mortgages are sometimes called nontraditional mortgages or exotic 
mortgages. Alternative mortgages have some combination of variable interest rates, 
extremely low down payments, interest-only periods, and/or negative amortization. 
(Amortization refers to the gradual payment of the loan’s principal.) In some cases, 
borrowers intended to refinance these loans or sell the houses relatively quickly. The 
potential advantages of alternative features for these buyers often depended on the 
expected path of interest rates and home appreciation. Significant disadvantages 
became apparent, however, when interest rates and appreciation took what to some 
was an unexpected turn. The sudden decrease in house price appreciation during 
2006-2008 has caused problems for borrowers using alternative mortgages with 
resets that are expected to occur in coming months. 



1 “Facing the Fallout from Foreclosures,” Community Banker, November 2006. p. 40. 

2 “Falling Prices Trap New Home Buyers,” Orange County Register, December 13, 2006. 

3 When a borrower owes more than the collateral is worth, the borrower is said to be upside 
down. 

4 Subprime borrowers typically have significantly lower credit scores or other indicators of 
high risk while Alt-A borrowers have better credit but may have some other defect, such as 
reduced income documentation. 
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House prices boomed from 2000 to 2005 in many parts of the country and then 
suddenly ground to a halt in 2006. Since 2006, house prices have fallen in many 
markets. Although adjustable rate mortgages are not new, their increased use during 
the boom was counterintuitive to many economists because mortgage rates were 
already low by historic standards. Other alternative features were not new but their 
use by the general public increased during the boom. The increased use of alternative 
mortgages by unsophisticated borrowers may have been a significant contributor to 
the rise in mortgage delinquencies and foreclosures. 

This report recounts recent events that led to increased foreclosures and the 
forecast of higher foreclosures, explains salient features of alternative mortgages, 
summarizes federal agency response, places the potential benefits and risks to 
consumers and financial systems in the context of economic conditions, and assesses 
the estimates geographic impact. 



Events That Led to Unsustainable Mortgages 

Size and Timing of the Upcoming Mortgage Resets 

Mortgage defaults are rising and are expected to increase significantly. Housing 
prices have slowed or declined in previously booming areas, and it is taking longer 
to sell homes; troubled borrowers now find it more difficult to sell their property to 
avoid foreclosure. Many borrowers took out loans with introductory periods that will 
expire resulting in higher payments even if interest rates are low, and the 
underwriting of these loans appears to be relatively weak. The combination of 
mortgage payment resets and weaker housing markets could lead to even higher 
mortgage defaults in coming years. 

There are two periods of higher scheduled resets. Figure 1 shows that the first 
period (January 2007 - September 2008) had a high proportion of subprime loans. 
Month 1 in Figure 1 represents January of 2007; therefore, month 23 represents 
November 2008, which has a low number of subprime resets. After November 2008, 
the number of payment resets in the Alt- A and option ARM categories increases. Alt- 
A loans are typically loans that would be considered low risk if everything in the loan 
documentation turns out to be accurate; that is, the loan has an alternative way to 
meet “A” standards, such as reduced income documentation. Informally, these loans 
are sometimes referred to as “liar loans” because of the potential for fraud. An 
option ARM is a loan that allows the borrower several options for any given month’s 
payment, including paying less than the current interest due. If the borrower pays 
less than current interest due then the loan negatively amortizes — the balance 
increases and future payments rise. 
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Figure 1. Alternative Mortgage Resets 

Adjustable Rate Mortgage Reset Schedule 
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Note: Date as of January 2007. 

Source: Credit Suisse Fixed Income U.S. Mortgage Strategy. 



Resets Are the Result of Decisions Made in 2004-2007 

Subprime borrowers often used alternative mortgages with two- or three-year 
introductory periods, so-called 2-28s and 3-27s. A 2-28 originated in the second half 
of 2005 resets in the second half of 2007. The 2-28 and 3-27 resets that occurred 
through summer 2008, therefore, were originated in 2004 through 2006. The state 
of the housing market and financial markets during 2004 through 2006 may provide 
clues to the sustainability of these mortgages. 

The housing market in many areas appreciated sharply in 2004 and 2005, but 
then the rate of appreciation slowed in 2006 and has ultimately begun to fall. Rapidly 
rising house prices build an owner’s equity, which improves the borrower’s risk- 
profile and allows refinancing on better terms. Some borrowers and lenders may 
have agreed to higher-risk loans in rapidly appreciating areas, anticipating that 
continued house price increases would reduce the chances of default. 

Interest rates in 2004 through 2006 presented borrowers with conflicting 
incentives. On the one hand, Figure 2 shows that rates on 30-year fixed mortgages 
were generally around 6% during 2004 through 2006, low by historical standards. 
Borrowers had an incentive to use fixed rate mortgages to lock-in these low rates. 
On the other hand, Figure 2 also shows that the gap between short- and long-term 
rates was relatively large in 2004. The larger this gap, the more a borrower benefits 
from an adjustable-rate mortgage, which tends to follow short-term rates. Also, the 
benefit of an adjustable rate mortgage is greater if the borrower intends to quickly sell 
the house or refinance the loan — which coincides with rapidly appreciating housing 
markets. 



http://wikileaks.org/wiki/CRS-RL33775 



CRS-4 



The use of mortgage products with introductory periods and adjustable interest 
rates arguably was a reasonable response to house price appreciation and interest 
rates in 2004. By 2005, however, short-term interest rates were rising faster than 
long-term interest rates. Yet, adjustable rates remained very popular. House price 
appreciation slowed significantly in 2006, yet introductory periods remained popular. 
The persistence of nontraditional terms could be evidence that some borrowers 
intended to sell or refinance quickly — one indicator of speculative behavior. 

Figure 2. Falling Interest Rates Fueled Housing Markets 

Short Term Rates Decline Sharply During 2000-2004 




Source: Federal Reserve. 

Credit Quality of Resetting Loans Appears Weak 

As the reset dates of billions of dollars of subprime mortgages near, analysts 
want to know the quality of the underwriting that was used when the loans were 
originated. For 2-28s and 3-27s, this requires information on the risk-characteristics 
of loans originated in prior years. Information from industry sources suggests that 
non-agency subprime loans became more risky as the housing boom progressed. For 
example, Figure 3 shows that the percent of subprime loans with low documentation 
doubled between 2000 and 2005. 5 Similarly, the percent of subprime loans that used 
silent seconds to avoid private mortgage insurance (PMI) increased from almost none 



5 “The U.S. Subprime Market: An Industry in Turmoil,” Thomas Zimmerman, UBS, 
[http://www.prmia.org/chapter_pages/data/files/1471_2576_zimmerman%20presentation 
_presentation.pdf] . 
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in 2000 to 25% of the subprime market by 2006. 6 Figure 3 also shows the increased 
use of subprime loans with interest-only periods, which require higher resets even if 
interest rates do not rise. 

Figure 3. Underwriting Standards Weakened 

Securitized Subprime Loans with Selected Risk Indicators 




Low Documentation Silent Seconds Interest-Only 



Source: Compile by CRS from UBS data. 

In summary, falling interest rates had two important effects on alternative 
mortgage markets. First, lower mortgage rates initially helped bid up house prices 
as households qualified for larger loans, which increased appreciation rates. Second, 
the incentive to use adjustable rate mortgages increased because short-term rates 
initially fell faster than long-term rates. House price appreciation and low interest 
rates, which many expected to continue, encouraged the use of mortgages that reset 
and have substantially higher future payments. Subsequent increases in interest rates 
and slowing house prices have resulted in some unsustainable resets and the forecast 
of more unsustainable resets. Understanding the choice of mortgages containing a 
reset requires an examination of the features of nontraditional mortgages. 



6 A silent second is a second loan. It is often used as a substitute for a downpayment so that 
the first loan receives a lower interest rate. These loans are also sometimes used so that the 
first loan will be below the conforming loan limit and eligible for purchase by Fannie Mae 
and Freddie Mac, but then probably would not be found in this non-agency database. 
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Features of Nontraditional Mortgages 

Discussions of alternative mortgages often focus on some combination of four 
differences from traditional mortgages. Borrowers increasingly chose one or more 
of the following features: 

• adjustable rates, 

• extremely low or zero down payment, 

• interest-only payments, and 

• negative amortization. 

Adjustable Rates 

There are many varieties of adjustable rate mortgages (ARMs). One of the 
simplest forms offers an initial low rate, called a teaser, at the beginning of the loan 
and then resets after an introductory period. The teaser rate may apply for one year 
or for as little as one month. The mortgage contract may specify a reset interest rate 
or may tie the rate to another interest rate by formula. The resulting interest rate may 
itself be fixed or variable. Teaser rates should be distinguished from fully adjustable 
rate mortgages. In principle, a 30-year fixed rate mortgage could have a one-month 
teaser rate without materially affecting the costs and benefits of the mortgage 
product. 

Excluding teaser rates, variable rate mortgages tie the loan to the economy. The 
future mortgage rate on these loans typically depends on another future interest rate 
observed in financial markets. The rate might reset each month, each year, or only 
after several years. The home buyer’s mortgage payment would drop if the interest 
rate dropped but would rise if the interest rate rose. Many adjustable rate mortgages 
provide for a cap on the amount a rate can rise in any period or over the life of the 
loan. 



Adjustable rate mortgages can be tied to a variety of market interest rates. One 
common reference rate is the London Interbank Offered Rate (LIBOR). LIBOR rates 
are determined in the London market for unsecured bank loans. It is a rate that banks 
charge each other for short term loans (less than 12 months). Typical adjustable rate 
mortgages will specify a reset date at which time the mortgage rate will adjust to the 
LIBOR or similar rate plus a predetermined markup. 

Extremely Low or Zero Down Payment 

Saving enough funds to meet the traditional 20% down payment can be a 
significant barrier to otherwise credit-worthy potential home buyers. Lurthermore, 
the required down payment grows with the appreciation rate. If home appreciation 
is growing faster than household income, then it will be difficult for first time home 
buyers to save sufficiently. Lending programs gradually reduced the required down 
payment options to 10%, 5%, and eventually 3% of the purchase price. There are 
mortgages that take this process to its logical conclusion and allow buyers to 
purchase with no money down. Some programs even roll in closing and other 
acquisition costs for greater-than-100% financing. 
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A related practice is using a second mortgage to finance the down payment. 
Sometimes called piggy back loans or silent seconds, the home buyer uses the second 
loan to borrow the funds for a 20% down payment. This down payment is enough 
to improve the interest rate and other terms of the first mortgage. However, the 
second mortgage carries a higher interest rate and other less desirable features 
because the first mortgage has prior claim on the collateral. Although the original 
first-mortgage lender may be aware of the piggy back loan (and may have helped 
arrange it), subsequent holders of the first mortgage may not be aware of the piggy 
back loan because lenders often sell the loans they originate to the secondary 
mortgage market. 

Interest Only 

An interest-only mortgage allows the home buyer to carry the loan balance for 
a period of time without having to pay back any principal. The current mortgage 
payment covers only the monthly interest due on the existing balance. Eventually, 
the monthly payment must also cover the principal. If the duration of the mortgage 
is not extended, then the payments will have to amortize the remaining balance over 
a shorter period of time. Therefore, a homeowner choosing to pay only the interest 
for a few months increases the monthly payment for later months. 

Negative Amortization 

Unlike interest-only mortgages which leave the loan balance unchanged, a 
mortgage with negative amortization allows the borrower to increase the loan’s 
principal by paying less than the current interest due. The remaining interest is added 
to the loan balance. Future payments are then recalculated based on the increased 
principal. The homeowner gets lower current payments but at the cost of greater debt 
and higher future payments. 

These four features of alternative mortgages are not mutually exclusive. There 
are option mortgages which allow borrowers to choose each month to pay a fully 
amortizing amount, an interest-only amount, or a negatively amortizing amount. 
Interest-only mortgages that use an adjustable rate when the introductory period ends 
are also common. The increased use of these mortgages and innovative combination 
of features has drawn the attention of federal regulators. 



Federal Agency Actions on Alternative Mortgages 

Financial Regulatory Institution Guidance 

Several federal banking agencies, including the Federal Reserve, the Office of 
Thrift Supervision (OTS), the National Credit Union Agency (NCUA), the Federal 
Deposit Insurance Corporation (FDIC), and the Office of the Comptroller of the 
Currency (OCC), oversee mortgage originations by financial institutions. These 
agencies are all part of the Federal Financial Institutions Examination Council 
(FFIEC), and issued a joint guidance statement (the 10/06 Guidance) for alternative 
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mortgages on October 4, 2006. 7 This guidance applies to federally regulated 
financial institutions but not to many non-bank lenders in the subprime sector. In 
addition to inter-agency guidance, the Federal Reserve revised Regulation Z under 
the Truth in Lending Act (TILA) in July 2008. Regulation Z applies to all mortgage 
lenders. 

October 2006 Inter-Agency Guidance 

Issues and Comments. TheFFIEC agencies are responsible for overseeing 
both the consumer protection mandates of the Truth in Lending Act (TILA) and the 
safety and soundness of their regulated institutions. The agencies recognized that 
alternative mortgages have existed for some time but were concerned that products 
with possible negative amortization were being offered to a wider spectrum of 
borrowers by greater numbers of lenders. The 10/06 Guidance addressed three areas 
of concern: underwriting standards, risk management, and consumer protection. The 
10/06 Guidance specified that lenders must tighten underwriting standards to 
manage risk. Lenders must also provide clear information to consumers to ensure 
consumer protection, but the guidance explicitly rejected imposing the doctrine of 
suitability. 8 

The comment period drew a range of views on the proposal that became the 
10/06 Guidance. Some depository institutions and industry groups argued against 
additional restrictions on alternative mortgages. They pointed out that alternatives 
to the traditional 30-year fixed rate mortgage have been successfully used for many 
years. Some argued that alternative mortgages contribute to market flexibility in a 
changing economy. Some also argued that lenders had the incentive and the 
capability to appropriately manage the risks. 

Critics of alternative mortgages encouraged more stringent limitations. Some 
argued that an agency guidance would not be effective enough because it would not 
apply to lenders regulated at the state level. These critics argued for new federal 
legislation. Some consumer groups argued that alternative mortgages were too 
complex for unsophisticated borrowers to fully understand. Others argued that 
expanded use of nontraditional mortgages could encourage speculation in real estate 
and destabilize house prices. 

Consumer Disclosure. The 10/06 Guidance addressed some of the 
commenters’ consumer protection concerns. Lenders are to provide full disclosure 
in plain language. Lenders were already required to give consumers considering 
adjustable rate mortgages an information booklet published by the Federal Reserve. 9 



7 “Interagency Guidance on Nontraditional Mortgage Product Risks,” Federal Register, vol. 
71, October 4, 2006, p. 58613. 

8 The doctrine of suitability would impose a duty on lenders to ensure that a chosen 
mortgage product was suitable to the borrower’s financial circumstances and goals. 

9 The Federal Reserve publishes the Consumer Handbook for Adjustable Rate Mortgages 
(CHARM Booklets). Regulation Z requires that consumers be given CHARM booklets in 

(continued...) 




